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1. Introduction

My name is Peter Jenkins. [am a managing director at Scudder Stevens & Clark in
charge ot Global Equity Trading. Scudder Stevens & Clark is aglobal investment
manager with approximately $1 15 billion dollars under management. Scudder’s client
base consists of mutual funds. pension funds, and private investment clients. Scudders
Global Equity trading group islocated in New York City and is active 24 hoursa day.
365 days a year. My expertise isin U.S. equities. [ actively trade listed and NASDAQ

securitics, both large and small capitalized issues.

| accepted this invitation to testify on decimal pricing before this sub-committee because
[ support open. efficient, transparent markets in the United States. Scudder encourages
all of itstraders to participate in industry-wide forums that address issues that may impact

our clients performance.

Our mutual funds represent hundreds of thousands of individual, retail investors. Our
client orders can range from 1 to millions of shares. Last year Scudder’s client’s paid over
$100 million dollars in commissions, OTC credits, and selling concessions globally. Our
clients generated over $1 million in commissions from orders under five thousand
shares. ( At arate of under .03 per share ) Our small order flow in NASDAQ issues

generated approximately $700.000 in commission credits.



Scudder compensates their traders on the qudlity of trades not on the quantity of trades. It
isin the best interest of all tradersto receive the lowest cost of execution. ECfticient,

transparent market structure is essential to accomplish this.

Scudder has been actively involved in structural issues through my participation as
Chairman of the New Y ork Stock Exchange Institutional Advisory Committee for three
years. the New York Stock Exchange market performance committee, and currently as
chairman of the STA institutional committee. [ am also a member of the NASDAQ
Quality of Markers Committee. I am pleased to be here to discuss my views pertaining to

the Common Cents Stock Pricing Act of 1997.

My comments will be broken down into two categories. first decimalization as it effects

transparency, and second etticiency ot market structures and decimaliration.



Transparency- Decimalization

[nstinets’success is changing U.S. market structure. It is a case study and a confirmation
that “depth of book™ can create greater volumes while offering competition which
tightens equity spreads. The price time priority structure. with size displayed. is moving
the markets to an order driven price structure. The prices are discovered through
anonymous, yet transparent negotiations2. The NASD dealer structure still overlays the
instinet trading environment. just as the “upstairs’ dealer market of the New Y ork Stock
Exchange overlays the floor auction. Stock prices can be quoted in fractions as low as
1/64's in the Instinet market. This ability to quote freely in increments less then the
primary market interval has been afactor in attracting liquidity from both dealers and
institutional participants. The quotationsin these small fractions are cumbersome and

confusing.

With the new order handling rulesin affect quotes in between the spread by dealers must
be reflected in the public quote in NASDAQ. This was a good step towards increased
trangparency. It an order isentered in an ECN in @' variation different from existing

SRO parameters.” it isrounded up or down to the nearest fraction accepted by the

I The STA institutional committece comprised of 20 of the largest institutions in the US comment to the
SEC onthe"order execution obligations” on the importance of a central limit order book. and further depth
of book through ITS in the listed market. see appendix .

2 According to asurvey conducted by the STA institutional committee this is one of the key variablesto a
buyside trader in getting best execution. see appendix 2.



applicable SRO. The rounded prices will be accompanied by an identifier in Julv of this
year. ‘ Thisidentifier will cause chaos, and will confuse the individual investor without

the direct ECN access. If ECNs flourish, investors will not be able to follow all of the
ECNs markets and we. as professional traders, may lose some transparency. Posiing true
prices for the public should be pursued. The fractions ot smaller Size can become
confusing and in a sense affect transparency. Decimalization is the common form of
display in pricing portfolios at day end. We get an average price on executions from our
brokers to the fourth decimal place. Mutual funds are priced in decimals at day end to the

public.

A spread for the dealers can be maintained in decimal form, and in fact it would put itin a
language that is easier for all to read. Foreign markets quote stocks in decimals today

with a spread sufficient for dealer profitability.

A decimal auoted spread must be accompanied by depnth of book. Narrower spreads will

come with decimal pricing. The top of the book display, which we receive today will
become far less helpful without full disclosure of the specialist book. The institution
needs to see where the greatest gathering of ordersreside in order to price merchandise
efficiently. Why must the specialist book be proprietary if “capital transactions represent
avery small portion of trading. The vast mgjority of NY SE volume is a result of public

order meeting public order. " The Institutional Traders Advisory Committee to the

‘Quote from the NYSE fact book 1994, page5



NY SE that | chaired for three years consistently called for the specialist book to open up
to the public. Scudder’s view is that the increased transparency will draw order tlow to
the NY SE specialist book. Instinet growth proved that this concept is correct. [t a trader
could get closer to the point of purchase. and gain control of the order more order flow

would appear.

Efficiency-Decimalization

Today’ s market environment calls for the institutional trader to move larger quantities of
stock in a structure not far different from that of the Seventies. We need greater visual
access as Well as more efficient executing access to the current structure. The recent
Buyside Traders Survey conducted by the STA institutional committee showed that
institutional traders seek immediacy in price because they fear their identity ma)- be given
up by their agent as it passes through the many intermediaries an order needs to clear to
get to the point of purchase on the floor of the NYSE.4 The survey also showed a great
desire to control their trading strategy and would not fear trading off the exchange. The
majority-of this group use ECNs so that they can control their strategy and price at the

level they feel is competitive. Often these trades take place at intervals lower then 1/8.

+Please see appendix 2 STA Institutional Committee Buyside Survey.



A very popular chart seen sitting on most traders desk is a tabulation of conversions from
the popular fractions to decimals. It is very difficult to convert 64ths in a fast trading
environment. Pennies are universal and far easier to understand. We trade in u world
where precision is essential and efficiency is demanded. Fractions are converted at the
end of the day to decimals for portfolio pricing. This conversion carries a cost whichisa
step in the traders process that can be eliminated. The most viable solution seems to be
conversion to decimals. The reporting we exchange between broker and trader may seem
small. but it adds another step in our process. In the future reporting of transactions are
going to move between broker and customer via electronics. | would guess that those

reports will bein decimals, not fractions.

The exchanges want to study the impact of this move. | think the evidence is clear.

I nstitutions want to trade at fractions lower then currently alowed by the exchanges.
Thereisadesireto discover price yet the market is not structured properly to get the job
done. Electronics are changing market structure. Why are we reluctant to make change?
The evidence is overwhelming that the current structure needs modifications.

Institutions, because of size of the orders, are creating price. The capital supplied by the
brokers has become less important as we seek liquidity. Brokers can still be agents to the
non members, but we must use the technology offered to enhance the process. Trading
should not be cumbersome. if we are to provide liquidity to the individual investor.

Trading costs will make it prohibitive to move blocks ot stock and the costs for capital

‘Please see appendix 3, which displays a chart mostbuyside traders have available tothemtoconvert
fractions quickly while trading.



formation will increase. Lets keep up with the technological advances and make the

transaction process more efficient.

Conclusion

The primary reasons for decimals on our exchanges would be

. Stocks today are actively traded in prices. entered in ECNs, in variations different
from existing SRO parameters. ECNs have been linked into the primary markets
through the new SEC order handling rules. Stocks traded in 64ths and 32nds are

cumbersome to trade and slows the process down.

. The concept of an asterisk as awarning that a price is different then seen causes

confusion. and transparency declines.

. Decimalization is used to price portfolios and post net asset values of mutual
funds. Trade reports are input in decimals. The daily process of posting prices to

our systems could become more efficient.

. If we move to decimalization we must move to depth of book, as the spreads

tighten the top of the book becgmes less meaningful.



All changes to exchanges need not be monumental. Decimalization along with

other structural changes can add to greater efficiencies to the trading environment

Spreads whether quoted in fractions or decimals will be dependent on a stocks

liquidity.



Appendix 1
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January 19, 1996

M. Jonathan ¢. Katz
Secretary

Securities and Exchange Conm ssion
450 Fifth Street, NW.
Washington, D.c. 20%as

Re: Order Execution Cbligations - Proposed rules
Release No. 34-36316; File NO. 87-20-95

Deay Mr. Katz:

The Security Traders Association's Institutional Commttee
appreci ates the opportunity to conment on the Conmi ssion's proposed
rul es concerning the handling and execution of customer orders.
Oour Conmttee is conprised of twenty buy-side traders who head the
trading desks of someofthe |argest mutual fund conplexes, private
Investment nmanagenent £4irxws, and public and corporate pension funda
in North Anerica, and our comments Wi ll be directed to those
aspects of the proposals that particularly inpact the trading we
carry out fer our clients.

Summary of the Committee’s Comments

Qur Conmttee believes the nost inportant quality of a market
Is theability to interact vith live bids and offers that represent
real ordera, where size is reveal ed. Quotes by deal ers w thout

Si ze parameters in a non-trannparent nmarket are less nmeani ngful and
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sexve oply as an indication of where a stock could trade. Alimt
order structure Wth a central |limt order book, or ¢wos, is the
mstfai r and orderly basis for price discovery in a transparent
market. Dealers do not post narrow quotes in a vacuum -- they wll
not display quotes W t hout someknowledge of real Or ders. The
presence of a |imt order book that is accessible to all narket
participants woul d only strengthen deal er markets because the
dealers woul d have the ability te. gauge market depth in a
consistent nanner, and hence tighten the published spread. At the
sams (i NE, We oppose the proposed rule regarding price i nmprovenent
for market orders at the expense oflimit orders, as we believe
limt orders provide nore transparency and depth to the
mar ket pl ace.

The Conmi ssion has expressed concernthar orders in electronic
tradi ng systems are not accessible to individual investors and that
such gystems create a tiered market. our Committee belleves that
i£, however, the Consolidated QUOte Syetem(*cQs8*)and the
Intermarcket Trading System ("ITS8") were [ O be extended to include
orders that appear in eleatrenie tradi Nng eystewmsboth exchanga-
sponsored, selectivae, and private, the linkage of markets that was
diacugsed by the Commimaion in $ts Market 200@ Report would be
greatly enhanced.' These orders O hould be shown as part of the
consolidated quote if they better t he current publighed "public"

"Simlar discussion occurred in the gao's March 1990 report
"Securitiea Trading, SEC action Needed to Address National Market
System 1ssues* indicating ~the need for SEC to again |ook._ et
overal | effactiveness and the extenttowhich it IS meeting its
national market system geoale.®
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National Best Did and offer(*Nspo®) without the obligation of
making a two-sided market. In fact, all limt orders should be

accommodat ed by the ITS se that the depth of t he market can be
determ ned. The orders would not need to be tdentified Dy broker
or ésdler name since they arm 2irm commitments to trade at a
speeified price and quantity,notan indication or quoted market.
Spreads Wwoul d be tightened as this intermarket/breker linkage would
expose additional orders to the market at large and all forms of
market partici pants would be forced to compete. Ian fact other
orders t hat would not have chosen to interact with the larger
marketplace wight part icipate -- anonymity affords protection co
al | market participants. The retail investor would nOot be excluded
from accessing thie expanded order #£low. A more det ai | ed

di scussion of these issues follows.

Institutional Orders

The client base of tha firma represented on our Committee is
conpri sed of many million6 ef individual Investors, both those who
invest in mutual funds as Wel | as those who invest pension assets.
| ndi vi dual inveators have decided that it IS in their best interest
to hire professional manageratsaccess the market for them.
Accordingly, as buy-aide traders we have afi duci ary obligation te
our clients to get chc beet possible execution in handling their
orders. The sheer magni tude of individuals acting in concert
through our respective firms nmakes the orders generated the
largeat, nost significant factor in the equity narketplace.
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Bacauee thie pool of investors has grown so | arge,
inatitutional positiens i N individual securities have grown
comensurately in size. Wil e mul tiple hundred-thousand-share
pesitlons were common ten years ago, multiple mllion-ehara
positions are nowthe norm.>  The growth in position size has
resulted in a far wmore complex buy-side trading environnent; a five
mllion ehare order will potentially have a nuch greater mar ket
impact than a 50,000 share order even if it ie perfectly handl ed.
our fiduciary obligation to obtain bear. execution is not defined
solely by getting the beat priecs; accessing the depth oft he market
Is a critical conponent given the size of institutional orders.
Mai nt ai ni ng anonymity is eapecially critical &€ the buy-side trader
is tOo mnimze the market inpact of an order.

use Oof Bxokexr Capital and I nformation Pl ow

Institutional position size ham al SO changed the way
institutions use broker capital. Capital available to the buy-side
on brokers’ bl ock desks is simply not sufficient tonmeaningfully
accommodat e those orders given the increase in the size of
institutional orders." In fact, asking a broker to deploy capital

——

*ag of 9/30/95, of the 20 largest capitalization stocks in the

S & P 500, institutions owned almoscsot of the shareg outstanding.
with the top five holders of each stock having an average position
sire ranging fromaix mllion to nmore than 43 mllion shares.

'Brokers uge capital a6 a tool to capture institutional order
flow. Broker capital does increase short-term | i qui di t?/ but the
true market always reverts to institutional buy versus sell orders.
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to facilitate a trade can inpede beet execution. Often, *capital
facilitation" works ironically to create an adversary simply
because "capital creates a conpetitor.*

The broker may not only be working against the institution's
order flow, kut can nmake an educated gueass, by checking the
institution’s SEC filings, what the potential order size may be.
For exanple. a broker can often correctly eurmise that a sale of
two mllion eharee mght ultimately be six mllion sharee. if the
filings show that the investment nanager owne SiX mllion shares
and had purchased additional shares in the prior quarter.4 The
hope is that the broker acts instead as your agent and f£inds the
patural other sida ¢f thatxade. Thatnatural other side will most
often be another institution and not the broker's capital.

Buy-si de tradera also recognize that while immediacy is
desirable to some. it conmae at a price .if that inmediacy is
provided in the form of broker capital. The buy-si de uvse of
syatems to access | nmedi acy and maintain nore control of order flow
is creating a change in market structure. The denmand for the use
ofel ectronic tradi ng syastama (especially Instinet fox OTC trades)
hae evolveg precisely because of the need forinatitutions to

anonymously interact in a centralizedtransparent market structure.

‘Brokers mayuse this information to gatlonger short ahead
of thair customers' orders, in effect trading ahead of a potenti al
order. They can set thenselves up to “tfacilitate~ an order their
custonmer has yet to give them This can and often deees negatively
effect the price our clients receive. _ o

The so-called *soES activists" do sonething simlar on a
smal | er scal e: the%/hseek to capitalize on institutiomal order

impact, profiting as the institutional order effects price. Both
strategies increase vol atility.
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In addition, order-driven systens (e.g., Instinet, SelectNet) have
becone the marketsofchoice for tha broker/dealer community.

Unfortunately, NASDAQ has not noved to create such a public
structure in response to the conpetition afforded by technol ogical
innovation. Even the NAgcess system ae proposed, falls shortof
creating the market structure of choice forinstitutions. W
recogni ze that NAqeess ig not ‘proposed as an- answer (O
institutional liquidity and transparency, but it has the begi nnings
ofa systemthat could be expanded to enbrace institutional needs

in conjunction with those of individual investors. Instinet ims
such asystem -- natural orders are permitted to interact on a
price and tine priority basis. Price discovery, dynamically

changing supply and demand schedul es, and the depth of the market
are traditional broker/deal er functions anenymously carried out
there .

Anonymi ty

The need of buy-side traders to achi eve best execution has
driven the expl osive growth of el ectronic trading networks. These
systens .a}low inetitutional traders to =eek out and find
anonymously the natural other side of a trade and. thua, frequently
trade between ehe published best bid and offer. Electronic trading
systens such as instiner greatly add te liquidity and | essen narket
i npact because the identity of participants in a trade arc not
revealed. 1n fact, the institutional cemmunity felt that access to

el ectronic trading Systens was so inportant it coordinated an
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effort to induce NASDAQ to al | ow access t O SelectNet,aprivate
market run by NASDAQ that ie accessible only to dealere. View-only
institutional access was finally granted after a long delay.’ ¢
Broker/dealezas who act as market makers also use such systems,
They, too, rely greatly on the anonymity the networka provide.
They are able to interact directly and discretely with market
participants, and square their books without aignificantly adding
to market volatility.

Amendments to the Quote Rule and Pisplay Of Customar Limit Orders

The Committee agrees with the Commiselon that markets shoul d
be as transparent as possible, and that fragmented quotes deter
natural price discovery. Howevaer, we are not in Tavor of the
proposed anmendments to the Quota Rule. A market maker may be
forced to change hie published quote to reflect a better anonymcus
limit order placed in a system such as Instinet. Because of the
loss of anonymity thoae orders may never appear in the electronic
system. This will impede transparency, as these orders would be
forced "upstalrs® or perhaps overseas and would not interact with
the greatest number of public orders, especially those placed by
buy-side traders. Without the ability to interact anonynously wth
the greatest concentration of live orders, not quotes, price
discovery is compromised and liquidity iIs curtailed.

NASDAQ Sub-Committee, 1989 initial diacuasianoninstitutional
access to SelectiNet.

*Market 2000, Transparency. Study 1V, pg. 6.
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We would also like to distinguish between orders and quotes.
especially in light of changes in the marketplace and the presence
of electronic systems. Price discovery in the dealer market was
controlled by market makers who published their two-sided market
based upon their own order flow and market outlook. Technology has
now opened the door to market innovatien and the dealer quote has,
in many instancesg, become moxre a frame of reference based on limit

orders published in Instinet.

Price Improvemant for Cugtomer Market Orders

The committee believes that limit orders and their public
dissemination to all market participants are critical to a
marketplace that is transparent and enhances price di scovery. We
oppose the <cCommission’s proposed rule that would require
spaecialists and market makers to provide CUSt OMer market orders tha
opportunity to receive prica improvement. Limit orders give the
system nore transparency and depth. We strongly believe that the
degairs to display 1imit ordors must ba encouraged. IT a market
order is automatically given a *step" to trade at the NBBO, there
is little incentive or benafit to enter a limit order into the
system.

Limit orders, with time and price prioricy. should have
preference over market orders. A strong limit order book creates

market depth.*® In fact, preferenced market orders can have a

"Beginning in June of 1989, during the respective chairing of
the NYSE‘s Institutional Traders Advisory Committee ("ITAC"} by
Holly Stark and Peter Jenkins, a prevailing desire to get an in-
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disruptive effect eon the market, as evidenced by NASDAQ’sSOES
system.® * |n addition, under the currant WaspaQ structure we
doubt that systems could be inplenmented on a tinely pasis to
support this type of change without savere ramificationa. In times
of market stress, NASDAQ’s systems have thus far proved to be leas

reliable t han hoped for.

Conpetitive and innovative ideas have created change in
today‘s market pl ace. The explosiva growth in technol ogy,
especially on trading deake, ha6 allowed for faster flows of
information that have resultad in the evolution of narket
structure. At the same tine, the traditional exchanges hove been
forced to compete to defend their market shares.

Conpetition rich the traditional exchanges is healthy and
should not be deterred. But ruleas governing tradi ng must be
consistently enforced as well as altered on a timely haeis when the
mar ket pl ace rafusea to neet the changing demands of its customers.
Most inportantly. structural changea should only be put in place on
a trial basis before making them permanent.

The commjittea would |ike to thank the Comm ssion for the

depth #leck at the book™ was communicated to the Exchange. It was
felt that this would attract more limit orders to the floor of the
Exchaqnge,

_ "See attached Committee letter, June 21, 1993, to the NASD
di scussi ng Nagcess and the benefits of a limt order book.

Many Committee members believe in fact that the NYSE‘s "clean
cross* rule is non-conpetitive, in that it works against t he
standing of limt orders. Wile we as institutions benefit from
this rula, it does not encourage limt order entry.
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opportunity to conment on these proposed changes. W wwould be

happyte further discuss

sincerely,

B Y
pd o :
,:.'_.'.'{ ;/ L‘L-A"""'“"
Peter W.Jenkina,
Chairman

t he propogale should you so choose.

Ji//ﬁ & 5K

Holly; A. Stark,
Vice Chairman
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STA INSTITUTIONAL COMMITTEE
Buyside Trading Survey:
What if it Were Your Market Instead of the Brokers?

Please respond to the following questions by circling the response that best
reflects how you would prefer to trade:
The following questions deal with immediacy in trading:
1. How important is immediacy in trading?
(5) (4) (3) (2) (1)

Very Somewhat Not Important
Important 4.9 ?° Important At All
—
87 35 38 5 3
N——"72, 29

2. Concerns about trading behavior:

I’'m afraid my broker will compete with my order.
(5) (4) (3) (2) (1)

Strongly Agree Strongly ma 2 Q7
Agree Somewhat Disagree ¢
27.87,

16 * 32 68 35 15

\_—J

©97

I’'m afraid my broker will call competing brokers.
(5) (4) (3) (2) (1

2l 2.9

n

21 32 a8 48 18 mean &.

v

S9.82
I’'m afraid my broker will call customers who will call other brokers.
(6) So 3 (4) (3) (2) (1
<37

3 7 ~ 51 45 25 12 mean 392

~~— —" 7.9 2

Sometimes my broker calls me back with my own order.

(5) (@) (3) (2) (1)
13-67,

107 M3 40 53 46 mean 2.3

\%7.32



STA INSTITUTIONAL COMMITTEE
Buyside Trading Survey:
What if it Were Your Market Instead of the Brokers?

3. If 5 years ago the starting order entered by your portfolio manager was
50,000 shares, is your order today:

inaan: 222, 000
(5) (4) (3) (2) (1)
50,000 100,000 150,000 250,000 500,000
17 27 38 54 27 median: 49,000

4. If 5 years ago a broker was willing to commit capital and start you out on
50,000 shares, what would he start you out on today?

A, For NASDAQ stocks: mean: 33,060D

G (4 3) 2) 1) /

15,000 25.000 50,000 100,000 250,000 Median:

44 48 37 18 1 21,000
N\%

B. For listed stocks:

6 = (@4 (3) 2 (1) ean: 68,000

15,000 25 000 50,000 100,000 250,666

9 41 48 46 9 mad : 39000

5. If you could lower the market impact cost of a trade by a meaningful amount
based on the stock’s liquidity, would you be willing to forgo immediacy?

(6} (4) (3) (2) (1)
Strongly Somewhat Strongly
Agree 5 & 6 z Agree Disagree
64 ~ 35 58 9 2

.

92.9%



STA INSTITUTIONAL COMMITTEE
Buyside Trading Survey:
What if it Were Your Market Instead of the Brokers?

6. How important is it for you to control the strategy of your execution?

(5) (4) (3) (2) (1)
Very Somewhat Not Important
Important Important At All
/\q z ¢ q 7.
120 37 12 0 0

N— /
100 7 !

7. How important is it to know, when you enter your buy or sell order, if the
broker has a long or short position in the stock for his own account?
(5) (4) (3) (2) (1)

Very Somewhat XOAt” Important
t

Important 82- 8 3 Important

108 2 1

-
I.C%
8. if my broker is positioned with me, that Is, he has committed capital for me, he
won’t compete with me.

(5) (4} (3) (2) (1)
Strongly Somewhat S’grongly
Agree Q0.T% Agree Disagree

— 0~
14 21 50 52 28

$0.37



STA INSTITUTIONAL COMMITTEE
Buyside Trading Survey:
What if it Were Your Market Instead of the Brokers?

The foflo wing questions deaf with anonymity:

9. When you trade, how important is keeping your identity anonymous?
(5) (4) (3) (2) (1)

Very Somewhat Not Important
Important 8qq ?. Important At All
136______‘ > 16 10 3 0
— e
98.7%
0. How concerned are you about Information leakage after contacting a broker?
(5) (4} (3) (2) (1)
Very Somewhat Not Concerned
Concerned '7‘-’.0?. Concemed At All
87 38 28 7 5
\—/
90.67
11. Has a broker ever revealed to you the customer on the other side of a trade?
(6) (4) (3) (2) (1N
Frequently Occasionally Never
S.97%
2 — ~~ 8 63 49 41

~_—

43.2%



STA INSTITUTIONAL COMMITTEE
Buyside Trading Survey:
What if it Were Your Market Instead of the Brokers?

The follo wing questions deal with trading methodologies:

12. How important is it for You to trade on the primary exchange where a stock is
listed?

(5) (4) (3) (2) (1)

IVery 3 Somewhat Not Important

mportant 39§ 2 Important At All '
e, 27 xcarn

20 15
©2.9% 59.2%

13. How important is the quote on the primary exchange as a parameter when
you are trying to determine at what ptiee to trade?

(5) (4) (3) (2) (1)
Very Somewhat Not important
Important ns ?‘ Important At AR

g 7 o~ 45 29 1 0

8
T~——4.53

14. Do you use electronic communications networks (ECN’s), i.e., Instinet, Posit,
in your trading?
(6) (4) (3) (2) (1)
Frequentl '
quently 68-0% Occasionally Never

84 v 14 34 10

22
v en .
7817 18.97% mean 378
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STA INSTITUTIONAL COMMITTEE
Buyside Trading Survey:
What if it Were Your Market instead of the Brokers?

The following questions deal with market transparency:

15. To determine the best price at which to trade, how important is it to see the
size of bids and offers at various price points?

(6) (4) (3) (2) (1)

Very Somewhat Not Important

important 87.0% important At All

117 30 17 1
16. Do brokers provide more liquidity in markets where there is more exposure of
quotes and size? For example, if the market is quoted 50,000 up with a 1/8 point
spread, my broker’s upstairs market would be 150,000 around an 1/8.

(5) (4) (3) (2) (1)

Strongly Somewhat Strongly
Di

Agree Se- X Agree isagree

/’-\
52 47 4 3
S

“ .
/q,-I’.
17. If you wrere bidding for a stock end someone eise appeared, should you have
to share prints with others Wwho showed up later and matched your bid?

(5) 4) (3) (2) (1)

Strongly Somewhat Strongly

Agree 30G. 77‘ Agree Disagree /@A
25 7 N 37 16 20 3.9

18. When | think someone is leanlng on my order, | would like the ability to cancel
the order from the market without cafling the broker.

(6) (4) (3) (2) (1)
Strongly Somewhat Strongly
Agree zs' 8 2 Agree Disagree
A
18 21 42 34 36 '?CO'?

$3.67



Appendix 3



HILL

1/64 .015625 33/64 .515625
1/32 .03125 17/32 53125
3/64 .046875 35/64 546875

1/16 0625 9/16 .5625
5/64 .078125 37/64 578125
3/32 .09375 19/32 .59375
7/64 .109375 39/64 609375

1/8 125 5/8 625
9/64 . 140625 41/64 .640625
5/32 15625 21/32 65625
11/64 .171875 43/64 671875

3/16 .1875 11/16 6875
13/64 .203125 45/64 .703125
7/32 .21875 23/32 71875
15/64 234375 a7/64 734375

1/4 25 3/4 75
17/64 .265625 49/64 .765625
9/32 .28125 25/32 .78125
19/64 296875 51/64 . 796875

5/16 .3125 13/16 .8125
21/64 .328125 _ 53/64 828125
11/32 .34375 27/32 .84375

23/64 .359375 55/64 .859375

3/8 .375 7/8 .875
25/64 .390625 57/64 .890625
13/32 . 40625 29/32 .90625
27/64 .421 675 59/64 .021875

7/16 4375 15/16 9375
29/64 453125 61/64 .9531 25
15/32 46875 31/32 .96875
31/64 .484375 63/64 .984375

1/2 5 1 1.00

TRADING NEW YORK . . . . 800-631-3083
TRADING CHICAGO . . ..... 800-601-9888
TRADING FLORIDA . . ...... 800-450-2566

Hill Thompson
Magid



ome people hate Arthur Levine, Bue
don't include Peter Jenkins and
Hollv Surk. the chairperson and

the Security Traders Association’s
instinutional Conunitee.

Tenkins and Stark see Levitt leading change — u
dishinctly unpleasant business in the relentless
rechrological evolution of eguity trading,

Trv telling that w Nasdag traders. Levites zeal 1o put
new order handhing rules in place by early Junuary, i
viewed with trepidunon. confusion and blood-curdling
hostibny

The Securities and Exchange Commission chuainman
said the new rules will help nghten spreads. and
provide limit order protection on retail size trades
Nasdag traders sad the rules will souk up figuidine (ike

a giant sponge. and torce some dealers our of

Pusiness

But Jenkins und stark beg o differ They helong to
thie buvside

Naschig dosks on the sellside. see Levin on another
mission. albeit o mission o shift the deal svstem inter o
cpuasi-ite on business Yhe barking husn't stoppeed

The buvside” Trh to 1edl the crusading SEC
charmman may have made triends o othis close-knit
community of traders - 20 community that packs buge
Clowt o Wall strect wity the madt-million dollae block
creders st routs to Nasdagp and ather exchanges

Tenkans and Stk are vwo of their most vocal and
powerfub feaders. and they ns come the dlosest as

vice-chairperson respectively of

-by John A. Byrne

Transparency.
Spreads.
Hidden Limit
Orders...

The SEC

ts Listening.

smnr
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any these duvs uttering what passes
as sweet music o the ears of Arthur
Levitt.

They lead a 2l-person group
representing o swathe of the largest
mutual fund complexes, private
investment firms and public and
corporate pension funds in North
America.

Sure, the SEC chairman is no
poster boy of the buyside. But
neither is he a pariah,

The SEC order handling rules?
Jenkins and Stark don't bat an eyelid.

“We were pleasantly surprised,”
said Jenkins. muanaging director,
head of global equuy trading at New
York-bhased Scudder. Stevens &
Clark. “We were very happy. It was
one of our big issues. Don't put in
rules that give someone a2 moncpoly.
The rules are going to open up
competition.”

“Driven by technology,” Stark
intenjected.

jenkins added. "Whut they are
geing to do is create a better
structure in the market place.”

Of course. some of the loudest
voices raised against ohoootes are
heard on the sellside. That's because
Nasdagq traders are concerned that the
art and science of market making may
he a tough act 10 follow once the new
SEC rules tuke effect January 10.

At the Security Traders Association
annual conference in Orlando this
vear, EE. "Buzzy® Geduld, president
L of Herzog, Heine Geduld, summed up
the frustration at a ~ a.m. workshop
; “The big fmarkuet makers] will get
bigger and the small will g away, and
[ think ultimately someone 18 going 1o
have to pay.” he said. "Nobody is
going to sit there all day when 30
percent to 40 percent of the orders are
limit orders. How can someone sty in
business, buy at 10 sell at 10, when
you pay cearng cosey”

That's fundamental change.

Stark, sentor vice president.
Dalton. Gremer. Hartman, Maher &
SCo i New York said Wall Strect

people

Turning Up The Heat On The New York Stock Exchange
Gould This Be Hanky-Panky...

Nasdaqg market makers may be singing the blues over the SEC’s order handling
rules. But spare a thought for the specialists on the floor of the New York Stock
Exchange.

That's because the rules will require them to display customer limit orders and
size [T they Improve the inside market.

Some on Wall Street thought it was all one big overthe-counter headache.

“A lot look on the rulesas a” Nasdaq trading issue,” said Peter lenkins,
chairperson of the STA's Institutional Committes. “Quite the contrary. The nules
will have an impact on the Big Board.”

The Issue raises the subject of an 1992 academic study authored by Thomas
Mclinish and Robert Wood that maintained limit orders on the Big Board were not
disclosed. The two academics called these undisplayed limit orders that are at better
prices than those of limit orders actually dispiayed, the "hidden limit order book."”

Raymond Pellechia, an exchange spokesman, told Traders Magazine that the
issue of hidden limit orders Is redundant. "The [study] put out something that
needed to be addressed and we responded,” he sald. "As anlssue [ is not thers
anymore.”

However, Holly Stark, vice-chalrperson of the STA Institutional Committee
raised some doubt. "The spectalists have these [SEC] rules, saying they are going
to have to show hidden limit orders, and adjust their quotes accordingly,” she said.

But she added that the lssuels, “probably going to go away" when the order
handling rules take effect.

Indeed, Stark and Jenkins said a new day may he dawning on the ffoor of the
Big Board.

Will there be more transparency, as a resuit of the SEC rules ? "Absolutely,”
Stark said.

Will spreads tighten on NYSE-listed stocks “Sure, that’s possible,” she
responded.

Of course, transparency is the Institutional Committee's mantra.

The Blg Board said the exchange is "still In the process of reviewing and
evaluating any changes that may be needed” as a result of the nies.

Institutional buyside firms became frustrated with the five step it generally
takes before an institutional order hits the specialist’s book.

Here’s the gripe: The institution tells its trader about the order. The trader
contacts a position trader on a dealer's desk. The position trader contacts the
clerk on the exchange floor. The clerk then contacts the floor broker, whe in tum
goes over to the speciallst to work the order.

Wheew!] Sometimes that's the reaction among institutions |n this era of high-
tech glzmos. "Instinet has afforded us a lot of transparency, especially onNasdaq
stock,” Jenkins said."But we don’t have that kind of ability to anonymously assess
or gauge liquidity In listed stocks.”

Added Stark, "It's a time-consuming process and there |s a huge potential for
leakage of your indication all along the way.”

The Blg Board specialists are MM to have consultants looking at the thomy
Issue. The Institutional Committee sald it would be pleased to contribute jts views
to the consultants. -John A. Byme
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firms, to force the NASD to allow them to
view Nasdaq's SelectNet book, helped
galvanize the political muscle of STA’s
Institutional Committee. The SEC took note.

About two years ago, the committee
invited SEC chairman Arthur Levitt to meet
with members. Levitt came to New York and
the meeting ranged overissues of market
structure.

“It showed we were getting the ear of
some of the most important people in the
industry,” committee chairperson Peter
Jenkins said.

The STA took note. The association
three years ago encouraged institutional
buy-side firms to organize a committee,
representative of a crass-section of the
industry. Thisled to the formation cd what
some have dubbed the “new” institutional
committee. It effectively replaced a
committee that some said didn't seriously
reflect the institutional view.

Jenkins himself Is as smart as they come
in pushing the institutional agenda, He is a
past chairman of the New York Stock
Exchange’s Institutional Trading Advissory
Committee (ITAC).

Herewith, the other 20 members cd the
institutional committee, as of end of October:

Holly $tark, {vice-chairperson), Daiton,

Greiner, Hartman, Maher & Co.

Ron Stein, AIM Capital

Dan Panker, Aliiance Capital

Steve O'Neill, ARCO Investment

Fred Hughes, Capital Guardian

Paul Harvey, Brinson Partners

Bill Perry, Fidelity Investments

Damian Maroun, General Electric

Investments

Don Fredell, IDS Financial Services

Rick Hotway, investment Advisers

Harold Bradiey, Investors Research Com.

David Butler, Kemper Financial Services

Charlie Simon, Lazard Asset

Managemernt

Michael Murphy, Morgan Grenfell Capital

Barbara McFadden, Peregrine Capital

Tom Hearndon, Strong Capital

Management

Andy Brooks, T. Rowe Price

Terry Goodwin, UBS

Gall Kummer, Winslow Capital

Mary McDermott-Holland, Franklin

Portfollo Investors

people

has a long history of resisting change.

“Change is anathema to human
beings.” she added. “People don’t
like change”

Flashback to the ending of fixed
commissions in 1973 “People suid it
would be the deathnell of the stock
murket and firms sere going to loose
money. Wt happened? Quite the
contrary, It changed the plavers,
volume has grown.”

Turbulence is an understaterment.

At another early moming workshop
in Ordando over heaped platetuls of
scrambled eggs and bacon and other
cholesterol-soaked necessities. Richard
Lindsey. the »ECs
director of market
regulation was less
than subtle.

Lindsey said the
SEC expects some
market makers (o
quit. “Clearly. there
will be some entry
and exit.” he said.
The words were
enough to spoil a
hearty breakfast.

If there ure win-
ners, the bet is that
institutions will reap
the awards as much as the so-called
small investor. Of course. the
mythical small  investor from
spudgrowing <ountry can't be
separated from the buttoned-down
world of institutional investment,
Capital pouring into mutual funds
and pension plans represent the
mconwes of those investors,

“We truly feel we represent a
substuntial portion of retil investors.”

Jenkins said.

Consider: retail customers have
heen promised limit order protection
on orders up to 10,000 shares or on
orders valued a1t no more than
$200,000. But that shure size is not
unusual for institutions working and
negotiating huge block trades,
Typicaily, Buy-side institutions are
accumulating ther positions in trade

SEC's
Lindsey said
the agency
expects some
market
makers to
quit trading.

sizes ranging from 300 shares up
23,000 shares.

“The SEC rules are not going to
negatively impact us.” Jenkins said.
“Thew are in fact, very beneficial to us”

Though buvside traders might
seem odd bedtfellows for a trade
group strongly identitied with over-
the-counter trading, there is u
dvnamic at work that inextricably
links their destiny — the exponential
growth in the equities markets.

The point is not lost on Jenkins.
The committee's annual “[nstitutional
Tuesday™ punel at the STA conference.
amms to “stir the crowd” - buyside and
sellside. "Our message
this year was. change
the market structure
for what evervbaody
wants.” he said.

That growth has
lead to some stark
changes in  the
complex relationship
that binds the interests
of the buyside and
seilside. Positions of
100 000 shares that set
records ten years ago.
take  multi-million
share sizes today. And
these orders have potentially much
greater impact than the 100,060
shares orders in 19806.

~Our orders are huge, “said Jenkins.
stressing the word huge. S0 vou -y
hig dleal, what does it mean?”

For vne thing, the institutional
committee believes that dealers
capital commitment hasn't kept pace
with the increased sizes of Block
husiness. “Some would say the size
of capital commitment has cven
decreased.” added Jenkins,

The  insttutional  commitiee
conducted o survey ol institutional
tirms 1o determine the level of tiat
capital commitment. I dealers bid
them 50000 shares on a particular
Nusdag rrude five years ago. what
tpically would the bid be on the
same trade toduyy Jenkins said that
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most of the answers came back lower
— at 13.000 and 25,000 share sizes.

“Qur point is that the market
structure has changed. and we want a
say in it We are the factors in pricing
securities. It is not the capital on the
dealer side that is pricing all the
merchandise. especially the largest
pieces of merchandise,” Jenkins said.

The committee makes no bones
abour one of its cherished goals -
transparency. a titanic word meaning
access and openness on slock prices
and market depth. Three vears ago,
Jenkins helped lead a heave that
eventually allowed institutions have
access 1o quotes broadcast on
SeleciNet. SelectNet enables market
makers o negotiate trades electroni-
cally among themselves, instead of by
phone.

Previously. the SelectNet “book”
was restricted to Nasdaq market
makers, giving them an unfair advan-
tage. according 1o institutions.

Todav. on the eve of seismic shifts
in market structure, Jenkins and Stark
are worried again,

The cause is NAqcess, the NASD's
proposed alternative for the Small
Order  Execution  System  and
SelectNet. NAgeess may uitimately be
the facility for displaying unmatched
limit arders if they raise the inside
prices. That would relieve market
makers of that requirement under the
order handling rules,

Somewhere in the rush to put the
SECs order handling rules into effect,
there are industry participants, such
as Stark and Jenkins, wishing the
NASD would delay NAqeess. At this
moment. the NASD seems headed tor
a Spring launch.

But Jenkins and Stark said NAgcess
may not be necessary. “Let’s put the
new SEC rules into effect tisst and see
what huppens.” Stark said.

“That's almost unanimous oo the
commitiee.” Jenkins satd. "We have
some problems with NAqoess.”

I u strongly-worded leter o the
SEC, September 20, the commuittee said

people

it was “dismayed” that current rules
don't allow institutions to view the
NAqcess book. "The entire book
would only be visible to market
makers. und only they would be able
10 see the depth of the market.” the
letter stated.

NAqeess would allow institutions
view Limit orders at the “top of the
bhook.” essentiully meaning the best
bids and otfers. But institutions want
to gauge the depth of the book. “The
NASD argues that that is all the Big

g B

Institutions
want more
than a view
of the “top
of the book”™
on NAgcess.
Board provides — access to top of the
[specialists] book. but we're saving.
‘let's be more creative, let's be the first
to make change.” Jenkins said.

Institutions want a publicly
displayed limit order bock, accessible
to all market participants. “The key is
for us to be able to get in and out of
the market anonvmously,” Jenkins
said. "That's where there is a litle bit
of conflict with the dealers.”

Back in the pre-Nasdaq era, life
seemed simple. The most sophisti-
cated technology on the aver-the-
counter desk was probably a rotary
telephone, There was no inter-
connecied network of computer
displaying market makers bids and
otfers.  Toduayv., some  industry
participants have seized on the
advances in Electronic Communi-
cations Networks (ECNs), such us
Instinet and SclectNet, and other
technologies, to push for 4 new
couattion in the trading relationship.

In effect, these participants, many

of them dealers’ customers such as
institutions, are daring to challenge the
fundamental role of market makers —
buvers and sellers of securities at
publically quoted prices for their own
account and risk. "The ECNs are
scaring the sellside a bit,” Jenkins suid.

The SEC chairman haslistened
carefully to the STA’s [nstitutional
Committee. How carefully’ The
committee hadat least one meeting
with Levitt ahead of the approval of
the new SEC rules. “He was very
surprised at some of our comments.”
Jenkins said. “We were basically
talking about market structure.”

Stark and Jenkins didntelaborate.

The NASD has listened carefullvio
the commitiee. Conference calls
between rhe committee and NASD
officials to hammer outtheir respective
agendas. were nor uncommon the past
few years.

The committee would like to think
that their pow-wow with Levitt had
some impact on the “en rule
proposals. “We were very happy we
had the communication.” Jenkins said,
“We were successful in working with
the SEC to make sure we were “or
negatively impacted by therules.”
Stark added.

Stark and Jenkins’ chirp)- mood is a
striking contrast to the impending
sense of doom and gloom hunging
over the dealer community.

Institutions want 10 be heard. ~“We're
an important part of market structure. If
vou don't do it right — as we discovered
with SOES — it can negatively affect that
structure.” he said.

“Nobody really knows — despite ull
the conjecture and impact studies — the
unintended consequences until theyvre
actually put in place,” he added.

The institutional committee didn't
wunt the dealer community controliing
the agenda as the SEC shaped up its
new rules.

“We don't want o find out betore
it is oo late that, oh my gosh. the rug
has been pulled out from under us’”
Stark said. D
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